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What
else can
Financial
Statements
tell you?

nnual reports have been described as documents that are

a

set in large type, require a great effort to produce, and
when completed, are cast before multitudes. Somebody
has observed that those same characteristics might also
apply to night-time sky-writing; in terms of imparting useful
information and reaching the audience intended, annual
reports could well be in trouble.
Annual reports are hard to understand. Financial
writer Steven Anreder who, in preparing his column for
Barron’s could claim to have read more annual reports
than most of us, admits these reports are not easily
deciphered. Says he: “ Corporations are not exactly falling
over themselves to make sure shareholders understand the
numbers.” In surveys which measure how hard they are to
understand, annual reports score at a college (or graduate
school) level. Studies show 40 percent of the readers toss
the reports aside, unread.
People do have trouble understanding annual re
ports. The reason for this—according to Certified Public
Accountants who audit financial statements—is that people
try to read the reports. They approach them like a book or
magazine. And that’s a mistake. Annual reports are refer
ence works, with information scattered throughout but not
necessarily in any sequential pattern. That’s why CPAs
urge readers to skim; to hopscotch from footnote to finan
cial data and back to footnotes. It is less of a reading
process than a digging out of data to answer questions.
The purpose of this booklet is to show how annual
reports are put together and how they can be useful. They
are crammed full of information which can answer different
types of questions—if you use them for what they are—a
reliable and current financial informational source.

What
else can
Financial
Statements
tell you?
A n n u al R eports D isclose:
■ Earnings
■ Financial Resources
■ Plans for the year ahead

But they are also a source
that may help you decide
■ Is this the company I’d want to invest in?
■ Is this the kind of company I’d like to work for?
■ If I sell my goods or services, will the company pay
promptly?
■ What kind of company is this? Should it be welcome
in my community? Will it improve my town, provide
jobs, help the economy or take part in community
activities?

Som e T ips T hat W ill Im prove Y our
U n d erstan d in g o f A n n u al R eports.
■ Before you start reading an Annual Report, run
over in your mind what you already know about the
company.

■ Are its products useful, reliable, up-to-date? Do
others think highly of the company and the way it is
managed?

■ Do people hear much about the company?

■ Are its leaders involved in the community?

■ Do they speak out on controversial issues
affecting the public?

■ What have you heard about the economy or
market trends that might affect the company? The
report will supplement what you already know with
financial data and other information.

2

W here
To
S tart

Seasoned readers turn first to the Auditor’s Report.
This will tell you whether the auditor found anything
wrong or misleading with the presentation of the fi
nancial statements. Generally, if the Auditor’s Report
is two paragraphs long, the financial statements have
been given a clean bill of health (i.e., unqualified
opinion). Anything longer— an extra paragraph or
so— and normally that’s a red flag, alerting you to
look further. Some investigation is warranted. (Note, a
clean bill of health doesn’t mean the company is in
good financial shape. All it means is that the financial
statements are fairly presented in conformity with
generally accepted accounting principles.)
Check the first note on the financial statements.
That’s where you’re most likely to find an explanation
of the company’s accounting policies used in pre
paring the financial statements. For example, the note
might explain the company has applied a policy of
accelerated depreciation on plants and other equip
ment. This could reduce earnings, while a slower de
preciation rate could boost earnings.
So before reaching conclusions about the com
pany earnings it’s wise to determine if the earnings
are responding more to accounting policies than
market conditions.
■ Look for trends in the five or ten-year financial
summaries.
■ Analyze key ratios to better understand data re
ported. (For details on how to apply trend analysis by
ratios, see pages 12 and 13.)
■ Skim through the Chairman’s Letter for content and
future prospects.

3

T he C lassic In v estm en t D ecision:
to b u y or s e ll

a

Most investors will focus on Earnings Per
Share (EPS). . . The bottom line. A healthy figure
means a robust company. EPS is computed by divid
ing the total earnings by the number of shares out
standing. In comparing five year figures, discount any
slight changes from year to year, but pay close atten
tion to the trend in Earnings Per Share. If the EPS
either remains unchanged or drops off, this may pin
point trouble ahead.

b
Increasingly, investors are now looking be
yond Earnings Per Share to Working Capital Provided
by Continuing Operations, which is found in the
Statement of Changes in Financial Position. This is
regarded as an important index of a company’s
health because it reports whether operations gener
ate enough cash to meet payroll, buy raw materials
and conduct the other essential day-to-day opera
tions of the company. Another key indicator is the
company’s record in paying dividends to share
holders.

c

Another indicator—that you have to compute
— is the Debt to Equity Ratio. This sounds compli
cated, but it really isn’t. Simply divide the total Share
holders Equity into the Total Long Term Debt. A high
figure indicates that creditors are in a position to ex
ercise great influence over the company. Information
you ought to have to make an investment decision.
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S tock h old ers' Q uestions:
How’s m y com pany doing?
The President’s Letter is often a response to
d
the question, “What’s ahead for the company?’’ In the
past, these letters often skirted the bad news, focus
ing only on good news. However, standards now in
sist that all parts of an Annual Report— including the
President’s Letter—cannot be inconsistent with what’s
in the financial statements. In simple terms, the
President’s Letter describes company developments
and outlines how the company is allocating its re
sources to foster growth.

e

For details, look at the Analysis of Operations
where fluctuations in sales, income, expenses or
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taxes are explained. This is a good source for iden
tifying a company’s strengths or weaknesses.
A recent proposal under study would require
the listing of outside directors’ affiliations. Including
background information on these directors might help
assess the degree of their independence. This pro
posal also recommends listing names of directors
serving on an Audit Committee. Reviewing who they
are may help you to evaluate the stress the company
places on accountability. Ideally, all members of the
Audit Committee should be independent of manage
ment.
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Career O pportunities?
In choosing a company to work for, the questions you
ask are not much different from those a potential in
vestor might ask. You’ll want to know as much as
possible about the company’s financial position and
its growth potential— which means expansion and job
opportunities. So you will want to study the Financial
Highlights, which in summarizing income and ex
penses, show at a glance how the company’s performing.

f

If you are interested in a high-technology in
dustry, you should turn to the item headed Selling
General and Administration Costs. Generally in
cluded within this category are the costs of research
and development. Although only the amount— not the
quality— of the R&D effort can be determined from the
Income Statement, the amount is an important indica
tion of the company’s commitment to R&D. Look for
amounts in a note to the financial statements,
which might read as follows:
“Research and Development costs of
$180,000 in 1978 and $160,000 in 1977 are ex
pensed as incurred and are included in Selling
General and Administrative Costs. ”

8

g

Before joining a company, you certainly want
some assurance that the firm is healthy and growing.
You’ll find clues to this in the Financial Summary,
which lists key financial data (income, expenses,
profits and dividends). In five- or ten-year compari
sons, these figures show how well the company has
been doing, if sales are rising, and how expenses are
controlled, all vital life signs of a company with a
future.

h

Look for reports of stock options for employees
and changes in pension plans. Usually, these are re
ported in notes.
Sometimes you may obtain an inkling of how a
company treats its people by carefully studying the
employee benefit programs. Compare the principal
benefits with those offered by other firms, paying par
ticular attention to the medical programs. Another
area worthy of your attention is litigation. Is the com
pany a defendant in lawsuits involving its employee
practices? What are the charges and how has the
company responded?

I s t h e com pany a p o te n tia l custom er
fo r m y goods or se r v ic e s?
The average supplier is more concerned about a
company’s payment policies than its long term
growth pattern. A clue to payment practices can be
found by examining the current ratio. The figure is not
included in the financial statements, but it may be
easily computed: Divide current assets by current

current assets
= current ratio
current liabilities
liabilities. Repeat the computation to obtain ratios for
two prior years so you may compare the figures. A
decline in the ratio shows a company’s ability to meet
current obligations has worsened. An increase on the
other hand indicates it’s better able to meet current
commitments to suppliers.

H ow can y o u t e l l i f th e com pany’s
t h in k in g about clo sin g a p lan t?
Annual reports are unlikely to address themselves di
rectly to this bold question. But the information it con
veys will bring you closer to an answer.
New rules require a company to disclose sep
arately the disposal of a segment. What this means is
that when a company closes a plant whose activities
represent a separate major line of business, it would
be highlighted in the financial statements as a dis
continued operation. Look for these details in the
statements. In some cases, the President’s Letter
might allude to changes affecting a company’s pro
ductive capacity.
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W ill th e com pany p rotect th e
en v iro n m en t in m y com m u n ity?
Some companies may report special efforts they have
undertaken to safeguard the environment. The most
likely place to find such information would be either
in the President’s Letter or in sections of the report
describing the year’s activities of company divisions.
Dollar amounts spent for such safeguards are not re
ported separately in financial statements. But it may
still be possible by examining notes or summaries of
past year’s operations to determine the company's
performance in this area.

W ill the company attract new
business?
Start with the growth pattern. Look at allocations for
research and development, plant acquisitions,
borrowing practices, the record for introducing new
products, the leadership position management takes
in industry, its competitive position and its five- and
10-year summaries that put company history in per
spective. Upbeat responses mean the company will
probably be expanding.

W ill the company attract visitors to
our town?
In the text explaining company activities or perhaps
in picture outlines, look for indications of major con
ferences, seminars, and similar gatherings of techni
cal people. When a company assembles large
groups to come to its installations, it will have an
even broader impact on the community. People
come; they occupy hotels, dine at the local restau
rants, shop at the stores, and help boost the local
economy. Such information can be a guide to the
merchant’s planning for the year ahead.
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H ow to U ncover V ita l Facts:
Auditors rely upon an analytical tool called Ratio, Change and Trend
Analysis to find out more about a company than would be possible by
simply reading the financial data, as presented. This process compares
sets of figures and in establishing their relationship enables one to gain
a better understanding of a going business. The ratios highlight unusual,
unexpected, or otherwise unexplained changes in a company’s perfor
mance. Although auditors caution against using ratios to reach conclu
sions, they agree that ratios are useful to investors concerned with finan
cial strength and operating performance and to creditors concerned with
solvency and financial structure.
Listed below, as fractions, are elements from financial statements
in an Annual Report. To obtain a ratio, divide denominator into the numer
ator (top figure). To determine trends, repeat using figures for prior years.

I s t h e com pany so lv en t?
A test for solvency. Pro
vides clues to the magni
tude of the financial mar
gin of safety. For more
stringent tests, delete inventory from assets and compute new
ratio.

CURRENT ASSETS
CURRENT LIABILITIES

H as i t borrow ed w is e ly ?
Reveals the extent to
which the company has
borrowed from suppliers
and credit grantors. Too
much debt may indicate insufficient capital. Could jeopardize pur
chase discounts and weaken competitive position.

TOTAL DEBT
NET WORTH

H ow is com pany p erform in g?
Shows relationships of
working capital to busi
ness transacted. Compare
with industry average*
to determine company performance.

WORKING CAPITAL
SALES
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* Industry Averages—obtainable from industry trade groups, or by computing
figures from several companies in the industry.

A re t h e products se llin g ?
Shows number of times
inventory turns over. Can
be inconclusive because
it lumps all items— some
products may move faster, others slower. Comparisons with indus
try averages can be revealing.

COST OF SALES
INVENTORY

How’s m anagem ent doing?
Shows return on invested
NET PROFIT
capital. This measures
how well management is
NET WORTH
doing on earning a return
on capital. Compare with industry average and for further insight
take into account the degree of risk involved.

I s i t earn in g a p r o fit?
NET PROF IT
SALES

This measures profit
margins. Again, for real
measurement, compare
with others in the industry.

A re pr o fits adequ a te?
If the margin here ap
pears thin, compared to
industry averages, it could
SALES
mean the company is
headed for trouble. This ratio is an indicator of what is available,
after deducting costs of sales, to defray general and selling ex
penses, research and development costs.

COST OF SALES
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The
A uditor:
A S k ep tic
Probes

14

“ In every company,’’ says author Joseph Heller,
“there’s someone going crazy.” For the auditor whose
attitude of skepticism toward a client’s figures is leg
endary, the Heller view couldn’t hurt.
It is the auditor’s responsibility to test the pro
priety of financial statements. One might think all that
is involved is checking the arithmetic. That could be
the case if financial statements were simply the sum
of their parts. But that’s not true. Financial statements
are a combination of facts, judgments and estimates.
In testing their validity, an auditor uses audit proce
dures developed by the CPA profession which make
it likely that improperly prepared statements will be
identified.
Before the audit begins, the independent Certi
fied Public Accountant develops a working knowl
edge of the company’s industry. A kind of sophisti
cated “street knowledge,” it is what helps an auditor
evaluate the data and information submitted by man
agement.
The auditor will take a careful look at a
company’s internal control system, that series of safe
guards which offer a company its best opportunity to
protect its assets, curb dishonesty, and adhere to
management policy. For example, effective internal
controls would divide into separate groups those en
trusted with responsibilities for either receiving
money, or tabulating receipts, or depositing funds, or
reconciling the bank statements.
Following this, the auditor turns to the scrutiny
of company documents, comparing them with other
evidence. For example, orders and receipts are com
pared with company records to prove the transac
tions actually took place. Sampling techniques are
used to test transactions. If questions are raised, the
auditor expands his review in search of further evi
dence. However, it is neither practical nor necessary
for the auditor to scrutinize a large portion of the
company’s transactions.
The auditor confirms bank balances, spotchecks outstanding bills (receivables) and evaluates

the company’s methods for taking inventory. He or
she tallies marketable securities, checks schedules
of depreciation of plant and equipment, reads min
utes of vital meetings, studies contracts, and confers
with management, directors and outside counsel
about company operations. Through the process, the
auditor must remain alert to significant develop
ments— such as a build-up of inventory, new devel
opments by competitor firms— anything that might
impact on the company. Those exposed areas re
ceive particular attention. The audit must comply with
generally accepted auditing standards. The objective
of such an audit is to provide reasonable assurance
that financial statements do not contain material er
rors or omissions.
The testing over, the auditor then by exercis
ing his professional judgment and by drawing upon
his knowledge of business operations reaches a con
clusion. This is the bottom line in the a u d it. . . the
Auditor’s Report.
Either the auditor finds the financial statements
are fairly presented in conformity with “generally ac
cepted accounting principles” and affixes the CPA
firm’s name to the report, or the auditor starts consid
ering a report that is something other than the twoparagraph report signifying a “clean opinion.” There
are two categories auditors use when dissatisfied
with the financial data presented. An auditor may
qualify an opinion, stating what specifically pre
vented him from expressing a “clean opinion.”
The second alternative is a more drastic re
sponse. Theoretically, the auditor may disclaim an
opinion—which means he can’t express any
conclusions— or express an adverse opinion—which
means the financial statements are misleading. In
practice, these reports are seldom issued. Such a re
port is not acceptable to the SEC and major stock ex
changes and could lead to a de-listing of a
company’s securities.
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The
B egin n in g

Without the continuous collection— and
classification— of numerical facts and data, the fabric
of the modern state would not hold up. Neither com
merce nor government could continue.
Once compiled, how can the information best
be used? Answering that question, as it relates to An
nual Reports and their financial statements, has been
the purpose of this booklet.
Between the covers of an Annual Report there
is an abundance of statistical information. Primarily,
this discloses the financial records of a company.
Those records, summarized, presented in attractive
charts, and explained with notes and other com
ments, describe the activities of a commercial entity.
Because this is so, elements of the financial data,
which are guides to investment decision, can also
provide background information that can help answer
other questions.
It is important to keep in mind that the finan
cial information disclosed in Annual Reports relates
to a single enterprise during a specific time frame.
Annual Reports do not supply all the information you
might require to answer general questions. You prob
ably will have to supplement the data with informa
tion on the economy, the industry in general, the pro
grams of government and perhaps public attitudes.
An Annual Report is not a complete compen
dium of information about a company. But you will
find that the financial information prepared by a com
pany, and audited by the Certified Public Accountant,
has broad applications.
What Else Can An Annual Report Tell You?
To find out, you have to dig.
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